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THE OADT AT tAmeis 1 - A oas
UHE CAPITAL MARKL™ N S AFAE

CECTICH. T - SUMMARY

The Japanese capital market has developed rapidly over
the past decade, _Net new securities issued in 15 <otaled
1,696 billion yend and were more than elghtfold the amount
issued in 1955, In the recent flve vears Lo 1364, net new
securities Increased at an annual compound rate of 21 per-
cent. Durlng thle per’od, increases in cerporate bonds and
stock were relatively small, whereas Sovernment guaranteed
bonde and municipal bonde showed notabl growth, In fizeal
1965 (April '€5-March '66) Japanese Gevernrent, for the [ipst
time in the postewar perloc, started to offer publlcly 1ts
long-term bonds in the domestic market. During figcal 1365
and 13t¢, 1,175 billion yen was offered and, as a regult, the

- relative importance of the public sectors as issuers in the

capital market greatly increased, Recently investmente in
plant and equipments by the private sector is recovering and
the heavy public borrowing poses a problem as it preempi the
supply of savings from private industry.

Despite this notable growth in debt securities, bond
trading on the organiged exchange is almost nil. Even the
gr?ding on the over-the-counter market is very small and thin
malnly because more than eighty per-cent of total debt gecur-
itles are purchased and held by financial institutions. An
effort to promote sales of bonds to individval has recently
been launched by securities companies on the occasion of the
new Government bonds issue. But limited marketebility secms
to be the largest obstacle in the effort to expand bond own-
ership. o

: With the experience of severe inflation right after the
war, there is still a tendency for Japanese savers to keep
thelr savings in more liquid forme., A substantial part of

savings, instead of being channeled directly to the market, is

now being held in the form of bank depogits and savings ac-
counts. High popularity of one-year maturity discount bank
debentures 1ssued by long-term credit banke also lndicate a
preference for liquidity by individual savers. The very small
difference between return to the investor on short-term and
long-term investments and favorable tax treatment of interest
income 1s quite influential 1in the flow of funds to the capltal
market ,

Historically, hanks wield enormous power 1n Japan'e cap-
ital market. The aggregate balance sheet of €2& companies as
of March 31, 1966 indicates that bank loans are financing 23€.%
percent of the total assets. Further, banks and quasl-banks
purchased 82,5 percent of new corporate bond lssues 1n 1745
and rave ccmmon stock investments of £5€ billion yen at hook
valuie In thelr own accounts.

iicte 1. The par value of the Jjapancce ven 1s 3¢ o 51,

()




. The stock market, measured by "Dow Jones" index of 225
leading stocks, soared from a low of BS in 1950 to a peak of
1,829 in 1961, Business recession, profit squeeze of indus-
trial companlec due to keener competition and reaction of c¢x-
cess speculation on the market comblned to lead to the prolonged
stagnation of stock market since 1962, A series of flnancial
upsets and a deepening recesslon further depressed stock prices
to nearly 1,200 in 1965, To prevent further erosion of buslness
and investor confidence, two stock pooling organlzations were
set up and they bought approximatezly 428 billion yen valued
stock with a huge loan from the Bank of Japan.,

With tetter business, the index has recovered tc more than
1,450 recently, The two pooling organizations have unloaded a
~ part of thelr shelved stocks during the recovery process. They
however, still hcld substantial portions and confldence among
investors is adversely affected by the existance of the pooling
organlizations.

Total demand for long-term funds on the capital market 1sg
expected to increase continuously in the future. Demand from
private enterprises, however, will slow down for a while slnce
they have already invested heavily in expansion and mcdernization
of plant and equipment and depreclation charges will maintain @
high level, Pulbilic sector, cn the other nand, will neet to step
up their call on the capltal market as repletion of soclal over-
head capital is a rather urgent matter 1in Japen.

Solution of the present capital market problems will require
~a series of actions which will restore the confidence of savers
and investors, Expansion of the width of the securities market
- and improvement of the efficiency of the market are also import- ~‘
ant., The Government, which will need the facilities of the cap- =

©'1tal market more than ever, took up recently the reform of the

gsecurities market as an essential part of its economic policles,
Securitles companies are also endeavoring to channel excess liquld
assets and new savings into long-term investment by various ways
including the development of an attractive varlety of securitiles,
mak ing markets for Government and corporate bonds and by intro-
ducing better and efficlilent stock exchange practlces, :




SECTION 11 = THE PATTERN OF CAVINGS AND TNuFernm:o

Japan's rapld economic growth in the past vears has been
due in large measure to the high level of gross flxed invest-
ment throughout the period. 1In 1951, the proportion of ONP
devoted te this purpose amounted to about 2. percent and the
record wag achleved in 19¢1, when gross fixed investment &~
mounted to 35 percent of GNP. It now stays around 33 percent,

Table 1 shows the relatlonship between net new secur'tlies
lssues and aggregates of GNP and gross fixed investment., Tre
importance of new securities issues as a gource of investment
firance will in part indicate the fact that Japanese companies
have less ability tc satisfy their financial requirements from
thelr cwn resources. Increase of floatation of Government and
Government guaranteed securities in order to meet heavier 1in-
vestment in public works is alsc reflected in tne high ratio,

Table 1 Gross fixed 1nvestment and new securities issues

(Bllliommof yen)

Gross Per-
GNF Fixed Net New cent

C?rzent Capitil ?;rcent Securities Percent Of Of

rice Formation Of GNP lssues Investment GNP

(2) (3) ™) )

1951 5,437 1,101 20, 157 15.7 2,9

1955 8,785 1,794 20, 227 12.7 2.6

1960 15,928 5,124 2.2 1,0#5 20.5 6,6
196 19,274 6,785 35.4 1,769 26.4 9,3
1962 21,052 7,227 34,4 1,418 19.8 £.8
1363 24,689 8,259 33.5 1,585 13.3 6.5
1964 28,236 9,282 33.0 1,857 20,0 G5

Sources: "Annual Report on National Income Statistics 1966"
3conomic Planning Agency '
"Economic Statistics of Japan 1965"
The Bank of Japan

New security issues (net) in the period 1960-64 have pro-
vided on the average 20-27 percent of the funds for gross fixed
investment and fixed interest securities have represented about
half of the new securities issued in this pericd, If stock
issues of inlisted companies are excluded in order to give com~
patible figures with bond issues (corporate bonds are issued by
only large listed companies), fixed interest securities o« upy
mcre than two-thirds of total issues.




“he relative importance of the public sector as issuer
has been increasing in the past several years, Tlre ratic of
net public sector issues to total net securltles lssues in-
creased from 14.6 percent in 1967 to 24,7 percent in 19A4,
The ratio Increased sharply since 19€5 when the Covernment
§€arted to lssue domestlic government bvonds on a full scale.
It has issued 507 billion yen in fiscal 1965 and 675 billion
yen in fiscal 1966,

‘7'!7 ‘Tahie;1;,' : ﬁain'eeégaﬁgﬁts of gross fixed investment

 (Billions of yen)

Cpeivate 3

. Government 1,279

(Breakdown by inaustries, ‘

~ Agriculture, forestry i
and fishing ' 278

Mining, manufacturing R e R e
. and construction 1,882 2,515 2,219 2,409 ¢

 W*'TT§ﬁE§G?t§tien, Communicg~ - e
tion and public utility 979 1,250 1,369 1,493

 Housing construction Lo .yoR.. . B51..1,015 ':1§283
i’f‘ §gb1ie works S o "??567; 9?2', 1,253 1,386 3
Total | 5,124 6,785 7,227 8,259 9,282

.

Jource: "Annual Report on National Income Statistics, 1966"
Economic Planning Agency. -




Table 7171 New security issues ne: of redemption

(Billiensof yen '

1260 1301 1962 1ogs 1ok
Share 516 976 T8l E5  £y3
(Llsted shares) 24l l802) _(510) (301) (MiH)
Bonds > 529 791 637 <20 1,504
Issued by:
Government ‘ 24 17 G IR
{Central & local)
- Government agency 122

- Long-term credit bank 231
Private enterprise 152

1,085 1,763 1,518 1,585 1,657

~ Bource: "Economic Statisties of Japan 1965"
e -~ The Bank of Japan

- As table 1V shows, approximately 50 percent of all new
rixed interest securities issued have been purchased by banks,
If bank debentures which individuals like were excluded, banks
purchased almost 90 percent of fixed interest securities in
1964 (1960 was a rather unusual year because mutual funds
speclallzing in bonds started during the year and as a resul:
demand for corporate bonde was good due to the good public re-
ception for the funds., This demand enabled industrial companies
to issue an unusually large amount of bonds). As of the end of
- 1965, 76 commercial banks hold approximately 50 percent of the .
outstanding publicly offered fixed interest securities and these
investments represented about 15 percent of the total deposite,
Historically, Japanese banks have close relationship with in-
dustrial companies through equity ownersnip. Their investment
in corporate bonds may be explained as a different form of lcan,

Individuals favor discount bank debent-ires mainly because
of short maturities (one year) and attractiveress of interest
ﬁhieh'is & bit higher ‘han one year time deposits,




table v New debt securlity issues and subscribers

(Public offering only)

(Billiors of yen)

Fiscal Year 1960 1961
Cubscribed by banks
Gov.pfuaranieed bonds 64 69
Municlpal bonds 1« 20
Sorporate bonds 162 115
Bank debentures 1, 144 211

Subseribed by insurance cos.
OV, guaran

FMunicipal bsnéa

Corporate bonds

HBank debentures
Total

“tev'gaaran ced
Municlipal bonds

- Corporate bonds
Total

ov.guaranuee
Municipal bonds
Corporate bonds
Bank debentures

Total
. Total Bubscri,tions , s Gl »
~ (ov.guarenteed ponds 72 81
Municipal bonds 24 24
Corporate bonds 381 188
Bank debenture. 512 - 612
Total 3@ [s1014

gﬂgubscriptian by banks to total issues

Gov,guarantcee 59, A
Municipal bonds 80.5 85.1
Corporate bonds 43,1 61.2
Sub Total 52.0 €9.4
pank debentures 28,0 ah.E
Total 39,6 ‘

Kote 1. Hank debentures are lssued by three private long-term

v.... ditx bafﬁ(ﬁ.
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Table V Sharecwnershlp in listed comparnies

End of Fiscal Year

No., of listed company
Gov't & miblic inst,

(%

Financial Insts.

(%
~ﬁvtu§1 funds
(%) )1,
Securities Tirms

(B ,
Other g%m§ang‘iﬁﬁ inst,

- Foreign corp.

fi?,ﬁbl 5&,%@ 5
(100,00) (100.00} {mewax

~_Note ii iﬁ%l&éiﬁw hsléiﬁgi of Japan Joint Stsu?itiés ﬁﬁ., a
. , pooling organigation set up early 1?&# :
Source: ainis*ry of Finance,




CECTICON I11 - THE DEMAND AND THE SUPPLY FOR CAPITAL

LA TSR S AT AR e TN
Sz d I}’hkfl.: A‘?}:‘C gU}{
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Starting from 1956, Japanese industry invested heavily
in plant and equlpment for technological renovation and moder-
nlzation purposes. Keen competition among ccmpanies acceler-
ated investments., The fixed investment in the business sector
came Lo occupy nearly a half of Japan's total investment in the
late fiftles., It has calmed down in recent years,

The portion of Japanese GNP devoted to gross fixed invest-
mznt in the private secotr (excluding housing conatruction)’hit
a high of 17 percent in 1957. 1In the past five years to 1964
the average has decreased to 9.4 percent. During this eight-
yvear perlod, {(1958-1964) investments in suct. industries as
household appliancec, automobile, industrial machinery, met-
allurgy, chemical, electric power and pulp and paper increased
conslderably.

Industry's recourse to the securitles market for investment
funds during 1960-62 was quite heavy as the stock market was
booming and mutual funds poured money into the market. The rush
of new stock 1ssues in this perlod indirectly led to the collapse
of the market in 1965,

Savings

In the past ten years until 1964, savings of the business
sector (depreciation and retained earnings) accounted for more
than one-third of the nation's gross savings, and retained earn-
Ings has occupied 20 percent of net savings. Although retsined
earnings fluctuated widely according to general economic con=
ditions, depreciation has continuously increased reflecting the
high pace of equipment investment.

Japanese industry has been financing more than two-thirds
of fixed investment from such internal savings. Depreclation
has teen playing an lncreasingly lmportant role as a source of
capital and in the last three years of the period, depreciation
alone financed 39 percent of the total fixed investment. The
rate of self financing to total fixed investment declined to
the level of 60 percent in 1957-58 and in 1961-62 when invest-
ment was qulte active, Recently, however, it came back up to
approximately 80 percent but 1t is still low compared with other
developed countries, Thus 20 to 40 percent of fixed investment
or 30 to 50 percent of total investment (including inventory
investment) had to be financed through the capital market or
directly from financial institutions.




Table VI of investment f{lnance

!
G
<
g
«
W
/3]

(Buslness sector) (Blilloreol svern)
1960 1961 1962 13 1k
1.

Total lnvestment 3,06C 4,594 3,945 4,302 S.270
Plant and equipment 2,529 3,608 3,547 32,40h 0 L ok2
Inventory 531 1,286 42 £1E ERs

Total savings 1,861 2,421 2,3¢5 2,88 3,3E4
Retalned earnings 978 1,190 96s 1,210 1,260
Depreciation 883 1,231 1,38 1,075 2,119

External tinancing 2,841 u,agtx 3,903 5,532 L,cha
Bond 1ssues 153 386 133 164 153
Share issues 550 64 772 S87 THO
Loans ' 1,931 2,496 2,804 4,220 3,422
Others 208 388 194 515 335

_ Note 1. National income statistics from 1951 to 1964 were re-
B vised in 1965 by Economic Planning Agency. As the
total investment are based on Grosg Natlonal Expenditure
before revision, figures do not necessarily correspond
with base figures of investment 1in table 1 and 11 which

are hased on the revised statistic,

Source: Ministry of Finance.

As table VI shows, three quarters of the total funds fin-
anced externally were loans from financial institutions in 1964,
The portion of loans varles from 59 percent to 89 percent in the
“past ten years and it averaged at 77 percent., Stock and bond
issues, on the other hand, financed only 22 percent on average,
In 1961 when stock market was booming and mutrval funds gained
popularity and functioned to pump new money intc the market,
new issues recorded the historic volume of 1,350 billlon yen.

In that year stock ‘and bond issues financed 32 percent of the
total external fund requirements,

Since then the stock market slumped and stock lssues have
been tapering off, As easy money policy was adopted by the
Government, bond issues and loans have been lncreasing steadlly.
Consequently, the portion of debt in the aggregate balance sheet
of Japanese industry sharply went up. In 19€6 the average equity-
debt ratio declined to below 20 percent.

s

el

GOVERNMENT SECTOR

el

e

In Japan, Government expenditures (includlng local Govern-
ments) are approximately 19 percent of GNP, relatlvely low when
compared with other developed countries. ©But the welpht of




Government lnvestments 1s much larger and 27 percent of total
investment derlives {rom the public sector.

Public investment demands have been increasingly hea.
during the ten year perlod ended in 1964, with total Invest-
ment expenitures by the government increasing from 753 tlllion
ven to 2,813 billion yen (see table VII)., This 1ncrease was
possible primarily as a result of the central Government's
surplus of current revenue over current expendlture durling the
period. In 1966, however, corporate income revenue had declined
sharply because of a severe recession and the Government had to
change 1ts fiscal policy. During fiscal 1965 and 196€, Govern-
ment sold domestic bonds (7 years maturity) in the amount of
1,175 billion yen. The high liquidity of credit instiltutlons
deriving from the very low level of private investments and the
lowering tendency of interest rates helped the sale and 77 per-
cent of total issues were directly placed with banks and insur-
ance companies., Because of government's commitments for soclal
development, housing construction and other long-term plans, 1t
is likely that the Government will continue the floatation of

- Government bonds, When private investment does revive, Govern-
ment bond issues will straln the money and capital markets as
the liquidity of banks will be reduced and &8 the bond market
is still so thin and 1limi’' od. «

s R s e

Besides taxes, the central Government collects money through
postal deposit, postal insurance and postal pension. Recently
gocial insurance is increasing its importance as a source of 1in-
vestment capital, Most loans and investments are directed, partly
through Government finance agencies, to public works,to local
Governments and to the special private sectors such as small sige
enterprises and fishery and agricultural industry. Amount of
such loans and investments corresponds to approximately 20 to 30
percent of total loans and investments of private financial or-
ganizations, Both public corporalions and local Governments
igsue their own bonds. Local'Governments especially are be-
coming more dependent on bond 1ssues and loans from banks.

Table VII Sources of investment finance
(Public sector) (Billiorsof yen)
1960 1961 1962 1963 194

Total investment 1,262 1,564 2,129 2,392 2,t
Total savings 1,150 1,688 1,831 1,940 2,0

(¢urplus in general account) (1,040) (1,539) (1,676) (1,765) (1,&
®inancing 586 455 1,024 1,218 1,

Short-term Gov, bill - 26 -268 €90 116

Gov. bonds - 4 -20 -1

Municlipal & Gov.agency bonds 125 181 223 319

[oans 115 181 297 306

garrency 11 9 g 16

Tostal and other savings 151 160 223 279

Uthere 158 187 205 183

. wrror oo 1
voes Minlctry of Finance,
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INDIVIDUAL SKCTOR

The average ratioc of indlvidual sscvinge to volve o dicpoe-
able income has gradually Increased slnce 1772 and 11 reg
20 percent 1n 1961, Although the ravic declincd o aroind 17-
18 percent thereafter. the marginal propensit; to save g
exceeding 20 percent; Among many reasons why Lhe pavirs
- is high, the following are consldered to be the principal
1) The diligence of the vapanese by nature and a nl;h standard
of education. 2; A relatively limited soclal security syeten
which encourage individuel to save for the future 3) The amount
of monetary assets held by Ilndividuals 1s relatively small com-
pared with other developed countries (As shown in table X the
outstanding amount is only 139 percent of yearly disposable In-
come). This high saving rate whlch could meet the active Invest-
ment demand of industry supported the high growth rate of the
Japanese economy., '

The total investment of the individual sector (houslng con-
struction and both equipment and inventory investment of pro-
prietorships) is steadily incressing, Especlally new house con-
struction 1s growing fast, The investments of this sector 1s
less flexible to economic conditions and accounts for 15-20 per-
cent of the nations total investment., As only 40 percent of
individual savings can finance total investment in the indlvidual
sector, the remaining 60 percent are invested in monetary assete,

When the composition of monetary assets ls examined, 1t is
clear that individuals prefer indirect investment such as bank
deposits to direct savings (securities investment). In 194 in-
firect investment occupied 75.2 percent of the total other ihen
currency and demand deposit. Although the ratio declined to e o
percent in 1960 when mutual funds attracted personal savings; re-
cently it has come up gradually toward the level of 1954, :

. ]

Among securities held by individuals, investments in bank
debentures have increased fastest in the past ten years*o 1564
with annual compount rate of 4C percent. The annual Increase
rate, however, tapered off to 28 percent in the recent flve
years., Most of the bank debentures held by individuals are
those of one year maturity and this can be regarded as another
form of savings deposit. Aa table IX indicates, the aggregate
amount of saving deposit and bank debenture 1s approximately 2.4
times of aggregate amount of securities investment including
stocks, bonds and mutual funds. Mutual funds holdings which in-
creased quite rapidly till 1961 have leveled off recently. Common
stock holdings has increasged at the annual compound rate of §
percent in the past ten years to 1964,

- 13 =




lable VIL1T Applications of personal savin:s

(Billion of yen)
1960 1961 1962 13

lrvestment g8os 1,017 1,217 1,482
Savings 2,406 3,101 3,356 13,738

Application of savings 2,174 2,882 3,306 3,431
Currency & demand deposit 441 561 533 691
Savings deposits 905 960 1,152 1,478
Insurance & money in trust 27 999 588 530
Bank debentures i) 27 T4 égg
Stoek o190 423 369 Ul
Mutual funds 257 513 95 57
Others 23 15 45 21

Source: Ministry of Pinance,

nding ;mzmts of monetary assuote
'Tiﬁﬁifiéﬁnl}
(Billiommof yen)

%a &a@@;igﬁ(§¥hari (B)

sxv g8 deposit
ﬁﬁﬁeg in trust
Insurance

B/D (%)

Securities investment (C)
Bank éehantura
Stock
Mutual funds

Others
¢/ (%) 18, g ) 22.0
12,201 15,090 17,717 24, 98
100 100
Personal disposable income 10,345 12 13,876 15,860 17 .
VE  (7) 117,97 12h.0” 127.7 133.0 é

The Bank of Japan




‘e Clry difcupsion gave come Indiontlois v ot .
mand for upply of funds of the tinarnc ol Litemediarte L.
Table X giveg the relative jmpertance oi ail mteperles of -
ternediaries at the end ¢f 1267 and 14,

) .
Hanng

)

There are 77 ordinary banks (1% city and b 1o0a? panke®
and 7 trust banke whoge cversiions cerregpomd Lo thoee of com-
rercial banke 1r the United [tates. Japan has a sc called
"mixed barking system”and ‘hese banks are engaged ir medlume
anc long-term lendings., They are a significant fac.or in the
market for corporate, Jovernment and municipal bonds. They
also hold stocks of private concerns other than banks. Ap-
proximately 70 percent of their funds for loans and investments
come from demand and time depcsits (time depositis of more than
three months account for half of the total deposit). Their own
internal funds (capital and reserves) are as low as ¢ percent.
Borrowings including loans from tvhe Bank of Japan and call loan,
on the other hand,increased steadilly in the post war period re-
flecting a great demand for investment funds, It reached as
high as 15 percent of total assets when money was lght and it
was 9.4 percent at the end of 1965. Cupplementing these banks
are a number of special banks and financial instituiions that
provide capital to industry. *

The Japar Development Bank, a government owned bank, is
the largest supplier of long-term loang to industry. The bank
does not accept deposits but 1t borrows from government or in-
ternational agencles such as the World Bank and it railses funds
through bonds issue in the foreign market, 1In turn, it extends
and guarantees loans and subscribes 1o corporate debentures. As
of January 31, 1967, outstanding loans of the bank totaled 1,753
billlon yen of which eliectric power, ocean shipping and coal
mining accounted for 32.£, 32,5 and 7.2 percent, respectively,

Other government owned financlal institutions are the Ex-
port Import Bank of Japan, The Smell Business Corporation, The
Housing Loan Corporation, The Agriculture, Forestry and Figheries
Finance Corporation and three relatively small corporations.

There are also three private long-term credit banks that
derive more than 75 percent of thelr funds from the proceeds of
the sale of debentures. These banks may issue debentures up to
20 times their capital and reserves. Of outstanding loan amount-
ing to 2,639 billion yen as of January 31, 1967, 2,151 billion
yen were loaned as equipment funds. “ther flnancial Institutlons,
malinly engaged in making small loans to business ard cucperatives,
include mutual loan and savinegs banks and varlous credlit assocla-
tions.

£
- 15 -
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Financial intermediaries,

Principai use and source of tunds

(Billionsof yen;

Use l.cane and seeurities investments
1961
Bankc
Clty banks) ,
Local banks) 2,782
Long term credit banks) 1,004
Truct banks) 287
Financial institutions .
for small business ?11%6
Mutual loan & savings banks) s
Credi'. banks) 833

Crediv association)
Agriecultural cooperative assoc.
Insurance companies (2)

Trust accounta (3)

- government institutions (4)

: Total
Source: Deposits (1)

Banks
(City banks)
(Local banks)
Long-term credit banks)
Trust banks)
Financlal institutions
for small business .
{Mutual loan and saving banks)
Credit vanks)
[ Credit assoclation)
Agricultural cooperative assoc.,
Insurance companies (2)
Trust accounts (3)
Government institutions (4)
Total

Note (1) Deposits include demand deposit, savings deposlt, money
in trust, insurance payment and bank debentures.
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(2) Use of fund includesboth 1ife and non-life but Bource
of fund includesonly life insurance.

3) Exclude trust fund for mutual fund companies. .
33 Source 1includes }

Use does not incluse government bonds.
postal savings, postal penslion and postal 1Q§urance.

source: The Bank of Japan




Insurance companies

Table XI and XIT show the investments of bot+ 11ife andg
non-life 1insurance companies. Life insurance - orparles plice
about ¢3 percent of theip assets in mortgage loars. The gecond
most important type of investment for them is common stock, In
Japan life insurance companles can invest in 8tock up to 4o
percent of total assets, Corporate and public honds oceup:’
only 11 percent of total securities investment, Non-life 'n-
surance companies, on the other hand, devote a substantial por-

ticn of their resources to purchase of Ssecurities, mainly in
common stock.

Principal assets of 1life insurance companies
Ch : (20 companies)

 (Billiorsof Yen)

E@lﬂlﬁﬁi%éﬁﬁlf

Loans Aé‘h 586 736 913 1 s —133* i, 33‘*
Call joans 9 11 11 16 1 22
?gggrit%es 18;) :2333) 225) 35% E&Eg) 289)
res 71 (21 (2¢ 1¢& , ' ( 3%
Tgt;: including -~ %3’ s 1,373) 1{&5 T 12
thers

Source: "Economic Statistics of Japan" The Benk of Japan

(20 companies)
(Billiorsor Yen)

Loans 32 39 b5 52 65 €5
Call loans 2 5 13 18
Securities 111 127

172) 186

4 10
(Shares) g&g) égg) (112) _(%%é) 14 %gg)

Total including
Others
Source: "Economie Statistics of Japan" The Bank of Japan

- 17 -

Principal assets of non-1ife insurance companies e




*

4 :
Mutual funds (Investmert trust)

e leading Japanese securitles companies had all acutively
er.gaged in the mutual funds buslness until 1965 when they were
advised by the Government to separate the fund management com-
panles. At the present time, there are ten management companies
whose combined assets exceed 1,000 billlon ven, ieading sec-
urlties companies which relinquished the functior as fund man-
agers are st111 actlive as sales agents of affiiiated management
companies. There are baslcally twn Aifferent types of mutual
funds., The seml-closed end type and open-end type fund, The
seml-closed end type funds are establicshed in series almost
every month and each fund is managed independently. The gen-
eral plan is for a management company to set up a fund 1In a
contract with a trustee firm (trust bank), The management com-
panies issuee beneficial certificates (shares) to investors
and they manage the portfolio. The duration or 1ife of this
fund is flve years but Ilnvestors can sell shares to deslgnated
securities firms before the maturity date at & price based on
the current average prices of the securities in the fund. The
open end type fund has, unlike seml-clcsed type fund, no mat-
urity and additions can be mede to the principal. After the
initial offering, transactions are made on the baslis cof the
average current prices of sgcurlitlies in the portfollios. As of
the end of 1966, there were approximately one hundred separate
semi-closed end funds (managed by sixteen companies) and forty-oni
open-end funds (managed by fifteen companies) including five fundg
which are specialized in bond investment. There 18 no closed-end:
fund in Japan.

* 3

From the start of mutual funds in 1951 to mid 1964, aubscrig§
tions increased year after year. The total amount of outstanding
principal increased from 59.5 billion yen in 1955 to 1,432.3
billion yen in July 1964, an approximate lncrease of 23 times
within nine years. Since mid-1964, however, the industry has
been witnessing a continuous decrease in principal amounts as
shown in table XII. Cancellations increased especially in 1365
malnly because of poor performance, resulting from a sharp de-
cline in the stock market,

Mu’éual funds have altered thelir 623:-*;?615,0 management polley o
since the stock market decline in 1964, During the periocd of
rapld expansion, the pollicy was quite equity-minded and aggres-
sive. For example in 1963 equity holding was 73.5 percent of
total investments at book value. At the end of 1965 it stood
at 50 percent.

As table XIV indicates, mutual funds played an important
role in the expansion of stock ownership and it has been invalu-
able in the degvelopment of the contemporary caplital markets of
Japan,

i
-
e

]




1961 1962 1253

el

Principal and rne! &sgets of moou

(In principal amount

Net subscription 833 431 hy2
Cancellation and 244 336 kb5
Redemption

Cutstanding amount 1,183 1,263 1,342
Yet change 572 80 73

Net asset value 1,275 1,302 1,361

. Bource: The Investment Trust Association

Lheag ﬁutuﬁl fﬁﬁé inyestggﬁts
| (ﬁillians of ygﬂaal

,amﬁvn Mharaa iBoak vaiue}

Market vs;ae}°7

Mfﬁﬁﬁﬁs and debentures

Other investmtnts
Total

Scurce: The Investment Trust Associstion




Table XV Mutual funds in relation to the capital market
(Billionsof Yen,

Qut- *
Book standing
Market value Aggregate market value of amount
of stock value,of listed stock bords in of
Portfolic bonds
——iﬁrﬂﬁ-ﬁ—v

796
959
1 22?

20128

2,301 1

3'§23
3@
5,276

End of Year
19%6
195

51%

'z&m*&»

W ool g e (0~

rporate bonds and bank debenture.

~ Source: "Annual Report of Investment Trnst”"f”’”l
S 5ssee1&ti¢n, , :
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The 1M gecurities exchange law waspa® ‘¢ pe i |
the United Ctateg Securitizg Act of 1933 and +ie cecur
Exchange het of 1034, The law reauircs iseine comrarn e
maike public thelr flnancial condition in re-lctrailon g ave
ments and also provides for registration and cortprol o gerw
url.les dealers and exchanges., Changes Lhat marked e disg innt
depacture from prewar practice include the :onversion of the

etock exchange from corporate organization to merlership op-

S
-

ganizatlion and ended tre handling of securitles trangactiorse by

banks 8o that this function i& now handled exclusivel, by ‘he
Securlties companies,

There are nine stock exchanges In Japan, with about 70
percent of the trading conducted on the Tokyo Stoak EXchence,
As of ihe end of 1966, 1,615 issues were listed on nine gtock
exchanges and the total market value of these shares was 3,73~
blllion yen., 1In 19€€ tne average dally volume of the Tokyo
Stock Exchanges was 121 millicn shares., All stocks traded are
commor stock and the par value of the majority of stock is 50
yen, Since new stocks are usually allotted to shareholders a:

par value rather then issued at the price neir the market price,

the par value has sizgnificance and this traditionsl pricing

practice keeps average market price relatively low. 'ine dverage

share price (Jan., €7) of the €78 igsues listed on the First

Section of the Tokve Stock Exchange was approximately ¥12° (The

First Section 1s for larger geasoned, widely-held companies),
A round lot 15 1,000 shares.

The 'Japanese securities firms (357 firme as of Mapch 19c7)

operate in the capacities of brokers, dealers and azents fop
the purchase and sale of securities, They aiso act as under-

writers and distributors of new publicly offered issues. DPre-
viously firms which met the lega! requiremente provided in sec-

urities echange law could start securities bugliness alter re-~

gistering with Minis ey of FPinance, In 196€, there were fundu.-

mental amendments to the securities exchange 1aw, and at the

present time securities firms have to be liceneed by the Ministry
of Finance after meeting stiffer rinancial and legel requirements,
According to the amendments, there are also three kinds of lin-
ense, namely, broker's license, desler's licenye and underwriter's
license, Large firms can obtain 8ll these llcenczes but firms with
smaller capitaliza~ion have to be specialized in one ¢l these three

flelds.
Only Joint stock companles are permitted to be securitles
firms, and banks and other simllar financial Institution may

not engage in ‘he securities buslness except the urderwriting of

Government and municipal bonds,
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BOND MAREDRD

Trading in bonds on buth the organized exchanges and the
over-the-counter market ic quite 1nactive 1in Japan as banks
and other financlal institutions constitute the largest purch-
asers, accounting for more than 87 percent of the total issues,
Banks tend to regard bond investment as a different form of
loan and purchase bonds of their client companies, They can
also use bonds as collateral for loans from the Central Bank,
Banks, in practice, hold such bonds in reglstered form until
maturity, rarely unloading them for sale. The other basic
reagons lor lnactlvity in bond trading are the fixed 1ssue
rate of bonds and the disproportionate rate of interest on
short and long term money. For example, yield of newly lssued
corporate bonds are fixed by the Government at six different
rates In the range of from 7,408 to 7,92 depending on the
rating of the honds, The call money rates, on the other hand,
fluctuate freely reflecting monetary conditions, In the tight
money period of the past, call money rates, most of time, ex~
ceeded the yleld of newly issued boncs. Lack of variety of
bonds also contribute to the unpopularity of bonds, Almost all
bonds are general mortgage straight debt which have 7 year life
wilth the exception of bank debentures and some Government guar- -
anteed issue., With start of floatation of Government bonds, the
Government has been enforcing an easy money polley. As a result,
Securities firms are succeeding in selling more bonds to the in-
vesting public and they now make markets for selected issues.
‘he first international type convertible debenture was introduced
in 1966 adding some variety to the bonds market, The Japanese
bond market, however, may be the weakest part of Japan's capital
market,

Table XVI Current terms of issue for bonds and debentures

(As of Dec. 1966)

Bonds and debentures Coupon rate Issue Price Maturity Yileld to invest

I

(2)  (per !leO) * (ennual %)

Government bonds 6.5 ¥ 98,60 7 yrs, 6.795
Short-term Gov.bill(discount)- 99,07 60 days 5.807
Municipal honds 7.3 99.75% 7 yrs, 7.354
Gov't guaranteed bonds 7.0 99.75 7 yrs, 7.05
Corporate Bonds A Te3 99.50 7 yre. 7.40

Al T3 99,00 7 yrs, 7,518
B 7*3 98-75 T yrs, 79573
C 745 99,00 T yrs. 7.72C
D 7.5 98.50 7 yrs. 7.831

Bank debentures
Interest-bearing T2 100,00 5 yrs, 7.200
Interest-bearing 6.8 120,00 3 yrs, 6,800
Pre-dlscounted - 94,32 1 yr. 6,022
(Averape ylelds as of Dec, 19066)

Gov, bonds 6,795 %
Jorporate bonds 7,430
Jtorkes 1llsted on 4,530

velivo Jtoek Exchange
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Table XVII Interest rate schedule in Japan

(1) Current interest rates on deposits.t

(ag of Dec., 14 )
Percent
Bank rates -
Time deposits 3 monshse 4,00
© months 500
1 year
Installment savings
Ordinary deposits
Deposits on notice
Deposits for tax payment
Other deposits
Trust bank rates
{ )
. Provislonal dividend 1 year or more 5.50
~rates on money in trust o2 years or more 6,20
; ) 5 years or more 6,88
~Provisional dividend 2 years or more 6.35
- rates on loan trust 5 years or more 7.22
~ Postzl mavings rates e
' Ordinary savings 3.60
~ Collection savings e 4,08
: ~ Savings certificates 1 year or less 4,20
. ey e | ~ more than 1 year 4,70
g R e '~ more than 1 and s
A b ~ half years 5.00
i { more than 2 years 5.50
Term savings 5.00
~ (2) Average interest rates on loans and discounts

- Loans reent

- City banks .98
.. Local banks et [+O]
 Trust banks , T30
~ Long-term credit banks = 8,57

Discount
City banks , €.96
Local banks 7,64
Long-term credit banks 6.32
Call money rates ;

Overnight 5.48
Unconditional 5.84
Jver-month-end 6.57

Note 1, The Interest rates of banks and the trust dividend
ratec shown 1in the table represent the legal rates
stipulated in the Ministry of Finance Notiflcation
under the lempcrar:’ Money Rates Adjustment ?aw and
thece ratesg are !dern' 'ral to the current ratec.
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TAXATION

Present tax provisions slgnificantly affecting securities
market declslons are summarized as follows:

Personal

Under the present Japanese tax legislation, both interest
income and dividend income are subject to a wilthholding tax of
20 percant of the gross and the rest must be included as a part
of taxable Income for the purposes of the personal income tax,
The 1ndividual taxpayer is then allowed, in the case of dividend
to reduce income tax by 15 percent of dividend income (7.5 per-
cent of dividend income in excess of 10 million yen)., Interest
income, on the other hand, is not taxable if principal amount
(source of interest) 1s less than 1 million yen.

In order to encourage individual savings, however, Govern-
ment enacted the speclal legislation which is »enewable every
two years, The legislation now in effect provides the following
speclal treatments with gption to investors, ~

1, Interest income is subject only to withholding tax at a
rate of 15 percent. It is not necessary for individual to 1in-
clude interest income after withholding tax to taxable income,

2, The rates of withholding with respect to dividend income
are 15 percent if annual dividend income from one company 1is less
than 50,000 yen and 20 percent if it is less than 500,C0C yen,
Dividends income after deduction of such withhclding taxes is non-
taxable. :

In Japan traditionally interest income has been treated
favorably 1n personal income tax schedules. There is no pro-
vislon in the lax legislation about capital galns, Capital
gains of individual investors, therefore, are deemed to be non-
taxable and capital loss 18 not tax deductible,

Corporation

Corporate earnings composed of dividends from invested
capltal may be excluded from income if dividends receilved does
not exceed the dividend paid by the company to shareholders,
If dividend received exceed dividend palid, only 25 percent of
the excess will be included in their tax base. Capital gains
are subject to the corporate income tax,

At the present time, the standard rate of the corporate in-
come tax is 35 percent, The income to be paid as dividend is
taxed at a reduced rate of 26 percent. BRut effective tax rate
including local taxes will be on the average 47 percent. 1In
view of the low equity ratio of Japariese companies, Government
enacted specilal legislation to encourage the improvement of the
equity to debt ratlo. Effective from April 1, 1966, Companies
which improve equity ratio can get tax reduction in the amount
which directly relates to the ratlo of improvement.




PAXEE On Operatlions An veo.rlidooq

Ltgenere of new sharcs and convert thle e Ereoor o ey
to reglstraiion tax amountling to .7 percent a.d
of the nominal value respectively., Cettlemer: .
regilstration of trust iadenture for morigaged bong
also subject to reglstration tax at a rate o . pe
Transfers in tne ownershlp of outstanding se:uriiles a.
Ject to a Lransfer ‘ax at 3 rate of 1% percent

1”,‘
CONTRCLS INFLUEHNCING SAVINGS AND INVESTMENY
Sredit controls

Three types of monetary contrels are commonly employved iy
Japan, Corporate Investments heavily rely on hank loans and
banks in turn rely on the discount and advanrces from the fank
of Japan. Discount policy therefore has been a nosgt ef'fective
and importang monetary policy, Punitive high Interest on ex.
cess borrowing from the Bank of Japan and moral suasion was
frequently used to supplement discount pPollcy, A reserve
system whereby banks are required to maintain a certaln presepve
was flrst Introduced in 1959 but variations in the required re-
serve have been infrequent. Until recently, open market oper-
ations were made on a small scale, However, the authoritiles
are making efforts to employ open market operations In a larger
scale and in « more effective way as a result of Governmert
bonds floatations, The formulation, direction and supervigion
of such policies are carried out by the Polliey Board, composed
of the Governo» of the Bank of Japen, two representatives of
the government, and four members with experience in the fields
of banking and industry. Further the Pollicy Buard determines
cellings on Interest rates of bank loans and bank deposite.
Changes of the cellings are to be initiated by Minister of
Finance, At the present time, there 18 an interbank agreement
to change the prime rate in accordance with changes in the
rediscount rate of the Bank of Japan.

-

Security market controls

Securities issues in Japan are sub ject to vﬁrging ﬂégmég
of control. i .

Stock issue

Prospective issuers must submit a prospectus to the Min-
istry of Finance, slving extensive information that purchasers
should know before purchase, Issuing companles have to report
beforehand 1its intention of capltal irnicrease to a Capital Issue
Committee composed of representatives of financlal circles.
Since the stock market slump in 1965, wnich is largely related
to excessive capiltal i1sgues,” the Committee set up temporarily
a criterla for eligible candidates for stock issues, £ company
with better financial records 1s glven prilority of stock issue,

i.1sting application i1s made to the listlirng departmert of
the stcck exchange., The result of the examination of the ap-
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plication 1s submitted to the listing commlttee which renuests
management explanatlon for more detzlled 1Informatilion on the
¢conomie and financial situation cf the flrm and aisc manage-
ment policy. After the applicatlion is approved by the listing
commltiee, the matter 1g trought to ihe Board cf ftovernore of
the exchange and then %o the HMinlstry of Flnance for {inal
approval for listing. The major requirements for listling on
the Tokyo .Jvock Exchange are: (1) paild-in capital of at least
37 millicn yen, {2) a minimum of 4. shareholders, (3) a
recerd of operation of three years or more, and (4) good pros-
peetz of paying and maintaining 170 percent (of pald-in capital)
dividena in the future.

Bond lasue

~ The monetary suthorities control the issue term of debt
securitles as a part ¢f & general system of control over 1in-
tercst rates and maturities. 1n the case of corpcrate bonds,
the rating of issuers is determined by Bond lssue Committee com=
posed of banks and bond underwrlters (securities compenies) based
on three factors viz: paid in capital, net worth and the out-
gtanding amount of bonds., The rating automatlcally determines
couponn rate and issulng price and it also has an lmportant
bearing on the amount to be 1issued during a fiscal year, Totel
volume of corporate bond issue are also determined before the
new figcal year s-arts by the representative of banks and sec-
urities companlies after they consider the Government's schedule
of its bonds and the volume of municial bonds approved by the
futonomy Aperncy. As banks absorb a substantial part of new
bonds issues, the total amount of issue is very much related

to cash position of banks, Banks are most influenclal in the
determination of ratinge and the allocatlon cf quotas In the
amount of 1ssues,

ISEUE METHODS

: There are three principal methods of 1sgulrny securitles on
the Japanese security market namely the underwritten lssue, the
sale by agent basis and & rights o“ferling, Most corporate bonds
are underwritten by & syndicate composed of securities companies.

One of the four large securities companles usually manage the
issue and the composition of the underwrlting synditates change
very little from issue to issue. As explained before, most of
the corporate bonds are placed among financlal institutions.
Bank debentures are sold for public subscripticn on a contin-
ucus sales basis for which securities companies act as agent.
Mutual funds are also sold by securities companies on an agent
basls,

ie far as an eqity 1issue 1s cuncerned, there has been the
traditlional practice of allotting pre-emptive subscription
rizhte for new shares priced at par to shareholders. Durlng
the period of rapid economic growth, many Japanese industrial
comparles expanded thelr proeduction facilitles on borrowed
noney and repald the borrowings later on wlth proceeds of a
rlotce offerins te sharehclders, UWhen money was tlght and nc




banrk credlt w avallable, Srey wer ~ompelled e
geie, Lo omE o orow poor vhe general marker oo onsdlnlone wn
and no matter Yow o uncertaln companies camynlng pr Town e
the could aftvte:t rights offerings 17 thelr gti ol woe ollln

above par,

-he other hand, could not sell

Sharenolde Creln
tuh n order to reccover the ex-rlhiis dep

gubscription rigt
cliation in the oy
for nev shares, even at such times when the, did rot b
at hand, In saddivior, righue offerings de¢ not regqulre
underwriting ty securltles companiesg. Accordingly there 1o 1o
way that securities companles car screen capltal lincreases 1in
the light of market condltions, Tthe market slump in the pasg’
‘several vears was largely related to such an excegs of capital
inereases., .

SECURITIES MAEBKET REFORM

In 1965, the fecurities Bureau of the Ministry of Finance
was reinforced and given more power to conduct securitles mar-
ket reform, Many committees were also formed by the securitles
industry with the participation of scholars and bankers to study
the problemg of financlng economlc expansion, ©Oue Of the earl
results was that a rights trading market was establlsled In Ioet
and now shareholders can freely dispose of rights at market 1¢
they dc not want to subscribe for new shares, The Securitles
Exehange Act vas partially amended and securlties {lrms now
have to be licenced by the Ministry of Finance in order to zon-
tinue thelr business. The main purpose of the licensing system
wag among other things to make securities firms more f{inanclally
gtable and reliable organizations under the closer guldance of
the Government, During the perlod of a boomlng stock market,
~some brokers were often criticized for excess speculation.

~ Government, under the licensing system also aims to watch the

business practice of securities companies.

. Cne .. the most controversial issues in the discussion of
capital market reform ls on the stock 1ssue methcd, Recently
there is increasingly strong pressure for pricing new shares
to be 1ssued at close to market price, Opponents however con-
sider that the issuance of new shares at market price will be-
tray shareholders' expectations and lead to a sharp decline in
stock prices because shareholders are holding shares with the
expectation that companies will allot new shares at par, which
is in most cases, at a big discount from market price., The
proponents are pointing out the following merits to the new
practice, ‘

(1) The embarrassing over-supply condltlion ol sharet will
he eliminated. ’

(2) The debt-equlity ratio will lmprove ard the coght of
capital for 1ssuing companlies car be lowered.

(2) The tendency of earnings per chare to decrease will
be prevented,

(4) The stock market can function as & regulatory

™
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ir ad usting the amc.nt ot stosk offering.
(%) Corporate managers will tend Lo pay mere aloentlor o
the interests of shareholders.

The security industry recently propcsed gradual adoptlon of
the practice of offering stocks at close to market price with “he
conditions unat El) issuers notify its intention well 1n advance
of the offerin: (2) sharechclders be given priority to subecrite
and (3) careful consideratlons be made 1in order to protect share-
holder's interest.

Discussion on bond market reform and cn efficlent st ok
market practices are also underway, Various reform plans will
be materizlized one by one through the joint efforts of Govern-
ment and industry within a few years.

Stock pooling organizatlion

In order to stop the continuous slide of stock prices in the
recession period of 1963 and 1964, two stock pooling organizatlons
 were set up in early 1964 and in 1965. Both organizations re-
ceived a huge loan from the Bank of Japan and shelved floating
ghares in the market and shares in mutual fund portfolios.

Japan Joint Securities Corporation (JJ8C) was organized
through the sponsorship of 119 financial institutions including
commercial banks, long-term credit banks, insurance companies as
well as securities firms. JJSC bought stocks of 220 companies
amounting to 198 billion yen at purchase cost which was approxi-
mately 3 percent of the aggregate market value of listed shares
on the Tokyo Stock Exchange as of the end of 1964, ,

The Japan Securitles Holding Association (JSHA) was set up
in 1965 by securities companies. The asgoclation obtained loans
of 230 billicn yen from the Bank of Japan and most of the loans
were used to shelve shares held by mutual funds, thus relieving
them and the market from the financlal burden agsociated with a
large amount of cancellatlon of contracts.

, In the recovery process of the stock market, both organiza-
tions gredually unloaded thelr holdings but they still hold ap~
proximately 80 percent of the total 1lnitlal investments., Exis~
tence of the huge amount of shelved stocks is the biggest obstacle
to stock market reform; it apparently prevents the free function-
ing of market mechanism. Dissolution of these organizations may
be a prerequisite of capital market reform and it is a problem
which 1s in urgent need of solutlon,

Akira Shimlzu

May 1, 13€7
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